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COMMERCIAL RULE OF Law
Findings

e Industrial policy continues to play an important role in the
Chinese economy, guiding important sectors such as auto-
motive, software, and “cultural industry.” These industrial poli-
cies are comprehensive frameworks for development in key sec-
tors of the Chinese economy, providing for subsidies and other
benefits, plans for restructuring the state-owned companies in
the relevant sector, and export goals. The use of industrial
policies, especially in key sectors, was supplemented by China’s
12th Five-Year Plan, which sets out certain “strategic emerg-
ing industries” for support, including energy conservation,
new-generation information technology (IT), biotechnology,
high-end equipment manufacturing, new energies, new mate-
rials, and new-energy vehicles. Further, the Ministry of Indus-
try and Information Technology and other government depart-
ments have issued sector-specific plans.

e China’s state-owned sector enjoys preferential treatment,
crowding out private companies in certain key sectors. This can
act as a barrier to legal development and the rule of law, as
the state controls the companies, the courts, the legislatures,
and administrative departments. China’s industrial policies en-
courage the transfer of technology to the state-owned enter-
prises (SOEs), and their consolidation into “domestic cham-
pions.” SOEs also enjoy various direct and indirect subsidies.
e Chinese legislation is vague as to whether information con-
cerning the SOEs falls under China’s rules on commercial se-
crets or the PRC State Secrets Law. This was highlighted in
the case of Xue Feng, a U.S. citizen who was arrested in China
for helping his U.S.-based employer purchase a commercial
database in China. The database was not classified as a state
secret at the time of the transaction. Xue was sentenced to
eight years’ imprisonment in China for violating China’s state
secrets law, and his sentence was upheld on appeal in Feb-
ruary 2011.

¢ China has been a party to several World Trade Organization
(WTO) cases since acceding to the WTO in December 2001, and
there were six active disputes against China in 2010. The WTO
found against China in a case it brought challenging the
United States’ imposition of tariffs on certain auto and truck
tires under the transitional product-specific safeguard provi-
sion in China’s Protocol of Accession. The United States
brought a case against China concerning its provision of sub-
sidies to the domestic wind energy industry, which is pending.
China appealed a WTO decision that China’s restraints of ex-
ports of bauxite, coke, fluorspar, magnesium, manganese, sil-
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icon carbide, silicon metal, yellow phosphorus, and zinc are not
consistent with China’s obligations under the WTO.

e The value of the Chinese yuan continues to be a subject of
concern to policymakers inside and outside China.

¢ Chinese government departments closely regulate foreign in-
vestment in China and use the approval process to ensure that
foreign investment is in keeping with government policy. Dur-
ing the Commission’s 2011 reporting year, Chinese authorities
issued a revised draft of the Foreign Investment Guidance
Catalogue, which lists industries in which foreign investment
is encouraged, restricted, or forbidden. The revised catalogue
includes provisions listing as “encouraged” the strategic emerg-
ing industries covered in the 12th Five-Year Plan.

¢ Chinese outbound investment has grown, with much of the
growth concentrated in investments in energy and minerals
needed for Chinese manufacturing. Outbound investment is
regulated by the Ministry of Commerce (MOFCOM) and the
National Development and Reform Commission (NDRC). The
State-Owned Assets Supervision and Administration Commis-
sion issued new measures regulating offshore financial activi-
ties by the state-owned enterprises (SOEs). Outbound invest-
ments are financed by loans from China’s state-owned banks,
outbound investment funds, and use of renminbi reserves.

e Two of the three Chinese government departments in charge
of implementing the PRC Antimonopoly Law (AML) issued new
AML regulations during the 2011 reporting year. The State
Administration for Industry and Commerce passed three sets
of regulations on monopoly agreements, abuse of dominance,
and abuse of administrative power, and the NDRC issued two
sets of regulations on price monopoly. The five sets of regula-
tions became effective on February 1, 2011.

e MOFCOM, which handles AML merger reviews, has held up
approval of mergers of non-Chinese entities outside China dur-
ing this reporting year, including Nokia’s purchase of certain
of Motorola’s network assets, and the merger of two Russian
potash companies. There have been no reports of MOFCOM
not approving, or giving only conditional approval to, mergers
between Chinese companies; however, the State-Owned Assets
Supervision and Administration Commission has been encour-
aging the consolidation of the SOEs in China, a process which
some industrial policies, such as that for the auto industry,
mandate.

Recommendations

Members of the U.S. Congress and Administration officials are
encouraged to:

O Develop and support a project surveying the role of China’s
industrial policies in the Chinese economy from the perspective
of WTO requirements, including how the development of these
policies, and the role they play in directing China’s economy,
impact the development of transparency, rule of law, and Chi-
na’s compliance with its international legal commitments.
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O Request through the Open Government Information office at
the Ministry of Commerce, or through bilateral dialogues be-
tween the U.S. Department of Justice and the Federal Trade
Commission and their Chinese counterparts, details on merger
applications reviewed since the PRC Antimonopoly Law came
into effect, including the number of applications involving non-
Chinese companies, the number of applications involving state-
owned enterprises, and the results of each of the merger re-
views.

O Through bilateral dialogues between (1) the U.S. Trade Rep-
resentative and U.S. Department of Commerce and (2) China’s
Ministry of Commerce, National Development and Reform
Commission, and State-Owned Assets Supervision and Admin-
istration Commission, obtain details on the amount of Chinese
investment (other than in financial instruments) in the United
States, the criteria Chinese authorities use in making approval
decisions concerning such investment, and how such invest-
ment is financed.

O Arrange for Chinese authorities to clarify the approval pro-
cedure applicable to foreign investment in China, including
how the security review procedure relates to the regular review
procedure applicable to all foreign investment in China under
the auspices of legal exchanges such as the U.S. Legal Ex-
change under the Joint Commission on Commerce and Trade.
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Introduction

As a member of the World Trade Organization (WTO), China is
bound by commitments outlined in both the WTO agreements and
China’s accession documents.! China must abide by obligations
that prohibit it from discriminating among WTO members or from
discriminating between foreign and Chinese goods, services, and in-
tellectual property rights. China must adhere to WTO obligations
to publish promptly all laws, regulations, judicial decisions, and ad-
ministrative rulings related to trade in goods, services, trade-re-
lated intellectual property rights, or control of foreign exchange.
While China has taken many steps to open its economy and reform
its legal system since acceding to the WTO in December 2001, it
has not fully met its commitments.2 According to the United States
Trade Representative (USTR), “in some areas, it appears that
China has yet to fully implement important commitments, and in
other areas, significant questions have arisen regarding China’s ad-
herence to ongoing WTO obligations, including core WTO prin-
ciples.”3 For example, China has failed to adhere to the WTO’s
transparency principle, and this in itself has made it difficult for
other WTO members, including the United States, to monitor Chi-
na’s overall WTO compliance.# China agreed when it acceded to the
WTO to begin negotiations to join the Government Procurement
Agreement (GPA) “as soon as possible.”® It has not yet done so.
USTR notes that China is moving slowly toward joining the GPA,
while “maintaining and adopting government procurement meas-
ures that give domestic preferences.”

The USTR has indicated that problems in China’s WTO compli-
ance can be traced to China’s use of industrial policies and “govern-
ment intervention intended to promote or protect China’s domestic
industries and state-owned enterprises.”” The Chinese govern-
ment’s use of industrial policies to direct economic growth, rather
than relying on market-based principles, both hinders development
of the rule of law 8 and limits the access of non-Chinese companies,
including those from other WTO members, to the Chinese market,®
thereby violating the core WTO principle of national treatment.10

Chinese government departments’ use of industrial policies has
been accompanied by, and in some cases provides for, the growth
of the state sector in the Chinese economy,!! a trend called “the
state advances, the private sector retreats.”12 It is not clear that
a large state-owned sector is compatible with rule of law. The state,
as the main shareholder, controls the courts, the police, and the
legislature, which renders equal treatment before the law and an
independent judiciary impossible.13

Transparency

In its Protocol of Accession to the WTO, China committed to pub-
lish all laws, regulations, or other measures affecting trade (with
certain exceptions), to allow a reasonable comment period before
implementation, and to establish or designate an official journal for
this purpose.l* USTR notes in its 2010 report on China’s WTO
compliance that China’s implementation of its WTO transparency
obligations has been uneven.15 In its April 2011 PRC Transparency
Tracking report, the US-China Business Council reported that reg-
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ulatory transparency remains one of the top concerns of the coun-
cil’s member companies.’® This was raised at the May 2011 meet-
ing of the U.S.-China Strategic and Economic Dialogue (S&ED),
and China agreed to issue a measure in 2011 requiring publication
in most cases of all proposed measures related to trade and eco-
nomics on the Web site of the State Council Legislative Affairs Of-
fice for a 30-day comment period.l” At the S&ED, China and the
United States broadened discussions of transparency to encompass
provision of export credits and arrangements for export financing.18
China has two official export credit agencies (ECAs), China
Eximbank and Sinosure, and the state-owned policy bank, China
Development Bank, performs a function similar to that of an
ECA.19 As China is not a member of the Organisation for Economic
Co-operation and Development (OECD), China’s ECAs are not re-
quired to adhere to the standards set out in the OECD Arrange-
ment on Export Credits, which includes provisions for consultation
and exchange of information on export credit offers.20 (Eximbank’s
Export Seller Credit program typically supports “exports of ‘na-
tional champion’ companies that are oftentimes State Owned En-
terprises (SOEs) as well.”)21 At the S&ED, China also committed
to “steadily increase its solicitation of public opinions on regulatory
documents with a direct influence on the rights and obligations of
citizens, legal persons, or other organizations.” 22

State-Owned Enterprises and the Communist Party

China’s state-owned sector continues to enjoy preferential treat-
ment, crowding out private companies in certain key sectors.23
State-owned enterprises (SOEs) enjoy a number of direct and indi-
rect subsidies, some of which violate China’s WTO commitments.
[For a discussion of the WTO case against China concerning its
subsidies in the wind energy industry, see China and the World
Trade Organization in this section.] According to an American
economist, “SOEs operate within markets but they operate pri-
marily within state-controlled markets. This regulatory protection
is the most powerful subsidy many SOEs receive.” 24 Further, the
government plays a key role in allocating inputs to production,
such as land, financing, resources, and corporate management.25
Through ownership of land 26 and the SOEs, the state held 76 per-
cent of productive wealth in China at the end of 2006.27 According
to a Yale University expert, this is a “[blarrier to legal development
and the rule of law.” 28

SOES AND COMMERCIAL SECRETS/STATE SECRETS

One area in which SOEs may receive extra protection is the ap-
plication of state secrets rules. Chinese legislation on state secrets
is vague as to whether information concerning the SOEs falls
under China’s rules on commercial secrets2® or the PRC State Se-
crets Law.30 This creates potential risks for individuals and compa-
nies competing or contracting with the SOEs or trying to obtain in-
formation on sectors controlled by the SOEs.31 Under Chinese law,
a commercial secret can be elevated to a state secret when the in-
formation is not publicly available and if “state interests are in-
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volved.” 32 Further, the use of such legislation to protect secrets in
a way to benefit the SOEs may raise trade issues.33

The importance of this lack of clarity was highlighted in the 2010
case of Xue Feng, a U.S. citizen who was charged with violating the
State Secrets Law when he helped his U.S.-based employer pur-
chase a commercial database in China. The database was not clas-
sified as a state secret at the time of the transaction.34 In February
2011, a Chinese court upheld Xue’s sentence of eight years’ impris-
onment.35 The New York Times noted, “Some analysts have viewed
Xue’s prosecution as a reflection of China’s sensitivity to matters
regarding natural resources.” 36

SOES AND THE PARTY

As government-owned entities, SOEs are closely linked to the
Communist Party. State Council regulations provide for building
primary Party organizations in the SOEs pursuant to the Party
constitution.3? Further, the Party is active in management of the
SOEs, including through appointment of senior management by the
Party’s Central Organization Department, which appoints per-
sonnel for all important jobs in China.3® There are also reports of
Party organizations in the overseas operations of SOEs.39 Accord-
ing to one Chinese article, “Any major Party activity happening in
the mainland shall be executed simultaneously overseas.” 40

Industrial Policy

Industrial policy continues to play an important role in the Chi-
nese economy, guiding important sectors such as the automotive,
software, and “cultural” industries.41 China’s industrial policies en-
courage the transfer of technology to, and consolidation of, the
SOEs, and creation of “domestic champions.”42 In March 2011, the
National People’s Congress passed the PRC Outline of the 12th
Five-Year Plan on National Economic and Social Development
(12th Five-Year Plan), which supplements current industrial poli-
cies by prioritizing seven “strategic emerging industries” for devel-
opment over the coming five years. These industries—energy con-
servation, new generation information technology (IT), bio-
technology, high-end equipment manufacturing, new energies, new
materials, and new energy vehicles—will enjoy preferential tax and
financial policies.43 Since issuance of the 12th Five-Year Plan, the
Ministry of Industry and Information Technology and other govern-
ment departments have issued sector-specific plans.44

To promote the development of the information technology (IT)
industry, in January 2011, the State Council issued a circular on
encouraging the development of the software and integrated circuit
(IC) industries, providing for various incentives to improve the en-
vironment for these industries.4> The circular is a supplement to
a document the State Council passed in 2000,46 which subse-
quently was revised to settle a WTO dispute the United States
brought against China.47 ICs and software are included as “encour-
aged investments” in both the 2007 and the draft 2011 Foreign In-
vestment Guidance Catalogue,*® with an additional entry in the
2011 draft for next-generation Internet.49
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Intellectual Property Rights

Chinese authorities’ enforcement of intellectual property rights
(IPR) continues to be poor, notwithstanding government cam-
paigns, crackdowns, and commitments.?0 Poor enforcement is com-
bined with government policies to compel foreign companies to
transfer technology to entities in China in exchange for market ac-
cess. Further, U.S. businesses have continued to express concerns
that Chinese authorities are using technical standards?®! and the
PRC Antimonopoly Law as tools to acquire foreign technology and
other forms of intellectual property.52

During the 2011 reporting year, the Chinese government took
some actions to improve enforcement of IPR. The State Council
launched a six-month campaign starting in October 2010 to combat
the manufacture and sale of counterfeit and shoddy goods.53 In
March 2011, the government extended the campaign an additional
three months.5¢ In December 2010, nine central-level government
departments issued a notice on stopping the sale of such goods on-
line.55 In March 2011, the Chinese search engine Baidu announced
plans to address copyright infringement through its Web site.56
There have been reports of greater IPR protection in certain indus-
tries subject to industrial policy, including a campaign to enforce
IPR in Shanghai’s cultural markets 57 and protection of IPR in soft-
ware and integrated circuits under the policies for development of
the software and integrated circuit industries. [See Industrial Pol-
icy in this section.] 58 However, infringement of IPR continues to be
a major challenge for Chinese consumers5? and for U.S. companies
operating in China.60

The Office of the U.S. Trade Representative kept China on the
Priority Watch List in its 2011 Special 301 Report because of “on-
going concerns about the prevalence of piracy and counterfeiting in
China, and China’s implementation of ‘indigenous innovation’ and
other industrial policies that discriminate against or otherwise dis-
advantage U.S. exports and U.S. investors.”®1 During the 2010
meeting of the Joint Commission on Commerce and Trade (JCCT),
China agreed to carry out special campaigns on IPR enforcement
and to “actively work to advance software legalization,” and to ad-
dress certain other issues in IPR protection.?2 President Hu Jintao
made additional commitments on IPR protection during his visit to
Washington in January 2011, including an agreement for funding
and auditing the use of licensed software by the Chinese govern-
ment and for promoting the use of licensed software by private
companies and state-owned enterprises.63 In February, according to
Chinese press and government reports, the Chinese government
agreed that by the end of May 2011, all central government depart-
ments would use legitimate software, and local governments would
implement the same plan by the end of October.64

INDIGENOUS INNOVATION

During this reporting year, foreign investors continued to raise
concerns that China’s indigenous innovation policy ¢ for Chinese
domestic development and ownership of technology is a means to
force foreign companies to transfer their technology to China and
a trade barrier, disadvantaging certain types of companies seeking
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to access some of China’s markets, particularly China’s large gov-
ernment procurement market, including through discriminatory
use of technical standards.6 The U.S. Government raised these
concerns at the December 2010 meeting of the JCCT, at which
China made commitments concerning IPR and non-discrimination
in its indigenous innovation policies.f” At a meeting in January
2011 between U.S. President Barack Obama and Chinese President
Hu Jintao, President Hu agreed that China would eliminate cer-
tain discriminatory innovation policies,®® and at the third meeting
of the U.S.-China Strategic and Economic Dialogue in May 2011,
China committed to “eliminate all of its government procurement
indigenous innovation products catalogues . . . .”%9 The Ministry of
Finance announced revocation of three discriminatory measures on
government procurement effective July 1, 2011.70 One commentator
noted that the change does not “by its terms extend to sub-central
agencies.” 71 Several provincial and municipal authorities, however,
posted the Ministry of Finance announcement on their Web sites,
or posted notices revoking related legislation.”2

Indigenous innovation has continued to play an important role in
China’s economic planning. In October 2010, the State Council
issued the Decision on Accelerating Cultivation and Development
of Strategic Emerging Industries,’s presaging the strategic indus-
tries outlined in the 12th Five-Year Plan. The decision calls for co-
operation with foreign companies and research centers, including
encouraging them to set up research centers in China.”* The Amer-
ican Chamber of Commerce in the People’s Republic of China con-
siders the decision as “an extension of the indigenous innovation
drive and a complement to the 2006 [Medium- and Long-Range
Plan for Development of Science and Technologyl.” 7> Further,
Chapter 27 of the 12th Five-Year Plan, titled “Increase Science and
Technical Innovation Capabilities,” calls for continuation of indige-
nous innovation.”® Article 3 of the chapter discusses “surrounding
the enhancement of the capabilities of original innovation, inte-
grated innovation, and of absorbing and re-innovating imported
technologies . . ..”77

China and the World Trade Organization

China is an active member of the World Trade Organization
(WTO). In the period since becoming a member in December 2001
through July 2011, China has been a respondent in 21 cases, com-
plainant in 8, and a third-party participant in 78.78 According to
the 2010 U.S. Trade Representative (USTR) Report to Congress on
China’s WTO Compliance, there were six active disputes against
China in 2010.79

In September 2010, the United Steelworkers filed a Section 301
petition with USTR concerning China’s support for its domestic
wind energy industry, citing five areas.®0 In January 2011, the U.S.
requested consultations with China at the WTO concerning China’s
provision of subsidies to Chinese wind turbine manufacturers
through a “Special Fund for Industrialization of Wind Power
Equipment.”81 This was much narrower than the areas covered in
the United Steelworkers’ petition. In March, USTR indicated its
preference to settle the dispute, and in June, USTR announced
that China had ended the challenged subsidies.82 USTR noted dif-
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ficulties uncovering subsidies given China’s lack of transparency.83
China is required to notify the WTO of subsidies on a regular basis,
which it has failed to do.84 Further, while USTR depends on com-
panies to gather the information necessary for a trade case, compa-
nies often hesitate to do so, “fearing Chinese officials’ reputation
for retaliating against joint ventures in the country and potentially
denying market access to any company that takes sides against
China.”85 [See Investment Regulation—Foreign Investment in
China in this section, concerning China’s discretionary foreign in-
vestment approval procedures and annual inspection require-
ments. |

In September 2009, the United States imposed tariffs on certain
passenger vehicle and truck tires from China in accordance with
Article 16 of China’s Protocol of Accession, which provides for a
transitional product-specific safeguard mechanism to give tem-
porary relief from “market disruption” to a domestic industry
caused by a surge in imports from China.8¢ Within days, China ini-
tiated proceedings at the WTO against the U.S. action, and in De-
cember 2010, the WTO panel decided against China.?? China ap-
pealed the panel’s decision, and in September 2011 the WTO Ap-
pellate Body upheld the panel’s decision, once again finding against
China.88 The provision for the transitional product-specific safe-
guard mechanism will terminate 12 years after the date of China’s
WTO accession, in December 2013.8°

In a case concerning market access for certain publications and
audiovisual products, including films for theatrical release, audio-
visual home entertainment products, sound recordings, and publi-
cations, and foreign service providers that distribute publications
and certain audiovisual home entertainment products, the WTO
Appellate Body decided against China. China had until March 2011
to comply with the WTO decision, but failed to do s0.20 A USTR
spokesman stated that the U.S. Government had “communicated
its concerns to China, and is working to ensure that China prompt-
ly brings its measures into full compliance.”9! In an August 2011
status report to the WTO, China noted that it had “made tremen-
dous efforts” to implement the rulings, listing completed amend-
ments to legislation and a draft amendment to the foreign invest-
ment guidance catalogue.®2 [Concerning the amendment to the
catalogue, see Investment Regulation—Foreign Investment in
China, in this section.] The decision is complicated for China to im-
plement, because it conflicts directly with China’s restrictions on
media. As one U.S. lawyer in China noted, “China’s current policy
is to strengthen control over domestic media and further restrict
foreign access. Thus the WTO ruling is 180 degrees contrary to
very strong current movements in Chinese policy.” 93 [See Section
II—Freedom of Expression for more information on Chinese gov-
ernment restrictions on media.]

In its report of October 2010, a WTO dispute panel rejected Chi-
na’s claims against the United States in a case China brought in
2008 concerning the United States’ imposition of both anti-dumping
and countervailing duties on four products from China (circular
welded carbon quality steel pipe, certain new pneumatic off-the-
road tires, light-walled rectangular pipe and tube, and laminated
woven sacks) and certain other issues.9¢ China appealed, con-
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testing several of the panel’s findings, including those concerning
the concurrent application of both duties (i.e., “double remedy”) and
its standard as to when state-owned enterprises are “public bodies”
for purposes of determining whether the government is providing
subsidies.?5 In March 2011, the Appellate Body reversed in part
the panel’s decision, including its findings on double remedy, its
standard for when SOEs are “public bodies,” and certain other
issues.%¢ The U.S. Trade Representative, Ron Kirk, said that he
was “deeply troubled” by the reversal, which, he said, “appears to
be a clear case of overreaching by the Appellate Body,” 97 and the
United States raised these concerns at the March 2011 meeting of
the WTO Dispute Settlement Body.%8

In July 2011, the WTO decided against China in a case the
United States initiated in 2009 concerning China’s restraints on
the export of various forms of bauxite, coke, fluorspar, magnesium,
manganese, silicon carbide, silicon metal, yellow phosphorus, and
zinc.?? The export restraints at issue included “export quotas, ex-
port licensing requirements, and minimum export price require-
ments.” 100 The WTO panel rejected China’s defense that various
restraints were permitted if needed to address a critical shortage,
to conserve natural resources, and for environmental protection.10?
China’s central news agency, Xinhua, called the ruling “regret-
table,” 192 and in August 2011, China notified the WTO of its deci-
sion to appeal the ruling.103

RARE EARTHS

The WTO case decided in July 2011 on China’s export restraints
did not cover exports of rare earths, minerals essential in a range
of important industries, such as “advanced technology, renewable
energy, electronics, and defense.” 194 China has a number of meas-
ures in place to restrict exports of rare earths, under the rationale
that restrictions are necessary for environmental reasons and to
protect exhaustible resources.195 The WTO panel rejected this ar-
gument in July’s decision in the export restraints case 196 and, ac-
cording to a spokesperson for the Office of the U.S. Trade Rep-
resentative (USTR), USTR is “deeply troubled by China’s use of
market distorting export restrictions on raw materials including
rare earths,” especially in light of the WTO decision.107 Within
days of the WTO decision, China’s Ministry of Commerce an-
nounced rare earth export quotas that restore 2011 levels to those
of the 2010 quotas, but incorporate a new category, thereby effec-
tively tightening the quota.198

A five-year plan for the sector, announced in February 2011, in-
cludes “increased state oversight, raising environmental standards,
a crackdown on smuggling, the closure of illegal mines and consoli-
dation of rare earth producers.” 199 Furthermore, Chinese authori-
ties are instituting greater control by consolidating rare earth as-
sets under state-owned companies.110

Currency

The value of the Chinese yuan continues to be of concern to pol-
icymakers inside and outside China. Since 2005, China has main-
tained an exchange rate system under which the value of the yuan
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is tied to a basket of currencies.!1! Under this system, China’s reg-
ulators allow the yuan to float against the U.S. dollar within a nar-
row band.112 Chinese authorities control the value of the yuan in
part because a revalued yuan would increase the cost of Chinese
exports.113 This arguably raises trade issues. Article XV(4) of the
General Agreement on Tariffs and Trade (GATT) provides that
WTO members “shall not, by exchange action, frustrate the intent
of the provisions of [the GATT], nor, by trade action, the intent of
the provisions of the Articles of Agreement of the International
Monetary Fund.” 114 The Articles of Agreement of the International
Monetary Fund (IMF) state that “each member shall . . . avoid
manipulating exchange rates or the international monetary system
in order to prevent effective balance of payments adjustment or to
gain an unfair competitive advantage over other members[.]” 115

One U.S. economist notes several reasons it is in China’s inter-
ests to revalue the yuan: Revaluation would help China manage its
rising inflation rate and help ease an asset bubble in real es-
tate; 116 revaluation would be in keeping with China’s goal to shift
from reliance on exports to reliance on consumption, as outlined in
the 12th Five-Year Plan;117 and revaluation would benefit China’s
trading partners.118 Furthermore, in order to artificially keep the
value of the yuan low, China must accumulate large reserves of for-
eign currency, which leads to market distortions.119

Against the backdrop of discussions concerning revaluation, some
Chinese government departments have been urging liberalization
of the exchange rate mechanism, including allowing wider use of
the yuan internationally, or “internationalization.” 120 An article in
the Communist Party School newspaper, Study Times, in April
2011 called for making the yuan a reserve currency,'21 suggesting
five actions: Accelerating China’s outbound investments, entering
into currency exchange agreements, encouraging the use of yuan in
trade, issuing yuan-based bonds, and making better use of finance
centers such as Hong Kong.122 However, as China takes these
steps to internationalize the yuan, analysts note the contradiction
between internationalizing the yuan and not making it fully con-
vertible.123 Nonetheless, during this reporting year, Chinese au-
thorities have made several moves on the internationalization of
the yuan.124

Investment Regulation
FOREIGN INVESTMENT IN CHINA

Foreign investment in China is highly regulated, and the Chi-
nese government uses the approval process to ensure that foreign
investment in China is in keeping with government policy. The two
government departments with primary responsibility are the Na-
tional Development and Reform Commission (NDRC), which formu-
lates industrial policy and economic strategy, and the Ministry of
Commerce (MOFCOM), which is responsible for approval of foreign
investment in China. NDRC and MOFCOM in certain cases dele-
gate authority to their counterparts at lower levels of govern-
ment.125 Approval is discretionary on the part of the approving au-
thority. Most foreign investment in China must undergo a govern-
ment approval process, with larger investments, or investments in
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certain sectors, requiring approval at a higher level of govern-
ment.126 In February 2011, MOFCOM issued a Circular on Issues
in the Administration of Foreign Investment, delegating some ap-
provals to provincial-level departments and eliminating or simpli-
fying other administrative requirements.12? The Foreign Invest-
ment Guidance Catalogue, which is updated periodically, lists in-
dustries in which foreign investment is encouraged, restricted, or
forbidden, including, in some cases, provisions concerning the
structure, shareholding, or management of the investment.128 (In
addition to the foreign investment approval process, enterprises in
China must undergo a governmental annual review process to
maintain their business licenses.) 129

In April 2010, the State Council issued opinions that called for
revising the catalogue to encourage foreign investment in “high-end
manufacturing, ‘high-tech’ industries, modern services, new energy
sources, and energy conservation and environmental protection sec-
tors.” 130 The opinions’ introduction notes, “Utilizing foreign invest-
ment has always been an important part of China’s basic state pol-
icy of opening up,” and underscores the important role of foreign
investment in scientific and technological innovation.131 The State
Council issued a draft revision to the current 2007 catalogue in
April 2011 which includes provisions adding the strategic indus-
tries listed in the 12th Five-Year Plan to the “encouraged” cat-
egory.132

In February 2011, the State Council issued the Circular on Es-
tablishing a Security Review System for Acquisitions of Domestic
Enterprises by Foreign Investors, with the goal of guiding such ac-
quisitions and protecting national security.133 The security review
applies to transactions involving foreign investors and domestic
military industries, or military industry parts, or important enter-
prises near military facilities; or acquisitions through which foreign
investors may acquire a controlling share in other entities relevant
to national security, as well as entities providing important agricul-
tural products, energy and natural resources, infrastructure, trans-
portation services, key technologies, and major equipment manu-
facturers.134 The security review will evaluate the effects of an ac-
quisition on national security, the national economy, and society,
and the research and design capabilities of important domestic
technologies relevant to national security.135 A panel to carry out
security reviews will be established under the State Council, with
the National Development and Reform Commission (NDRC) and
MOFCOM in the lead.136¢ Under the review procedure, a foreign in-
vestor must file an application with MOFCOM.137 If MOFCOM
finds that the acquisition should be subject to security review,
MOFCOM will file a request with the panel.138 Even if a foreign
investor does not file for a review, the relevant Chinese industry
association or government department can file for a review.13° In
March 2011, MOFCOM issued provisions, effective from March 5,
2011 to August 31, 2011, which provide procedural rules for a secu-
rity review.140

CHINA’S OUTBOUND INVESTMENT

Like foreign investment into China, China’s outbound investment
is subject to a government approval process, with approval author-
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ity under MOFCOM and the NDRC. MOFCOM measures issued in
2009 set out the approval process for outbound investment,141 gen-
erally requiring approval at higher government levels for larger in-
vestments. Relatively larger investments in the energy or mineral
sectors can be approved at the provincial level, which expedites
these transactions.'42 In addition, certain large investments re-
quire the approval of the NDRC.143 Outbound investments by cen-
tral-level state-owned enterprises must make a filing with the
NDRC.144

As China encourages its companies to “go global” under the 12th
Five-Year Plan,'45> Chinese government departments are revising
regulation of outbound investments. MOFCOM and other depart-
ments are preparing draft regulations on outbound investment and
foreign labor service cooperation, and there are discussions con-
cerning regulations on foreign contracted projects.146 In February,
the National People’s Congress amended the Criminal Law to crim-
inalize the giving of items of value to foreign governments or inter-
national organizations for purposes of obtaining improper commer-
cial benefits.147 The State-Owned Assets Supervision and Adminis-
tration Commission issued two sets of interim measures on moni-
toring and supervising financial activities of the central-level state-
owned enterprises (SOEs) offshore.148

There are a number of avenues for SOEs to obtain financing for
outbound investment, including loans by China’s state-owned
banks, outbound investment funds, and use of yuan. According to
a report in People’s Daily, the head of the China Nonferrous Metals
Industry Association indicated that the government will certify en-
terprises that meet standards for mine exploration and develop-
ment, which will be given priority when applying for loans.149 Ac-
cording to a 2011 report by the Heritage Foundation, most funding
for outbound investment has gone into energy and power, and at
the end of 2010, there was a “rush of energy acquisition and plant
construction deals. Metals draw the second-most investment, fol-
lowed by finance and real estate.” 150 Though there have been alle-
gations of subsidies for overseas investments, a MOFCOM official
called the allegations “entirely groundless.” 151 [For information on
China’s liberalization of the yuan in outbound investment, see Cur-
rency in this section.]

Antimonopoly Law

In December 2010, two of the three Chinese government depart-
ments charged with enforcing the PRC Antimonopoly Law (AML)
issued new regulations.152 The State Administration for Industry
and Commerce (SAIC), which is responsible for regulating monop-
oly agreements and abuse of dominance not involving pricing,
issued provisions prohibiting monopoly agreements,153 provisions
on abuse of dominance,’54 and provisions covering abuse of admin-
istrative power to restrict competition.155 The NDRC, which covers
monopoly agreements and abuse of dominance involving pricing,
issued provisions on monopolies involving pricing 156 and enforce-
ment procedures.157 While four of these measures address business
conduct, the SAIC provisions on abuse of administrative power
could, if fully implemented, constrain abuse by local officials and
allow freer movement of goods within China, both of which would
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benefit Chinese consumers.158 These regulations all took effect on
February 1, 2011.

After issuing the new regulations, but before the effective date,
SAIC imposed its first fine for a violation of the AML, in a case
concerning a concrete cartel in Jiangsu province.15® The cartel was
organized by a trade association and resulted in concrete producers
dividing the market.16% In another case, Hudong, an online encyclo-
pedia in China, filed a complaint with SAIC against Chinese search
engine Baidu, alleging that Baidu abused its dominant position by
ranking Hudong’s Web site lower on search results. According to a
report in China Daily, however, there have been at least three com-
plaints against Baidu that Chinese regulators declined to pur-
sue.161

In January 2011, the NDRC announced that the Zhejiang Provin-
cial Price Bureau fined the Zhejiang Fuyang Paper Industry Asso-
ciation for price fixing.162 According to the announcement, the case
was to be used as an example to educate other industry associa-
tions.163 In one of the first administrative monopoly cases, in June
2011 the Guangdong provincial government found that the Heyuan
Municipal People’s Government violated the AML’s provisions on
administrative monopoly by restricting the promotion and sale of
global positioning systems.164 The administrative monopoly provi-
sions of the AML forbid conduct by administrative departments to
restrict competition or protect local businesses.165

The U.S. business community in China has expressed concern
that the AML may be used in ways that do not support consumer
interests and market efficiency but may be “selectively or
discriminatorily enforced to promote industrial policy and other
ends.” 166 This is of greatest concern in the context of merger re-
views, which MOFCOM, the third government department charged
with responsibility under the AML, handles. MOFCOM held up ap-
proval of an offshore transaction for the sale of Motorola’s network
assets to Nokia. Antitrust authorities in other jurisdictions, includ-
ing the United States and European Union, had approved the
deal.167 One management consultant noted that the Chinese gov-
ernment may have been using the approval process as leverage be-
cause of controversy over Chinese telecommunications equipment
suppliers that were not allowed access to the U.S. market.168 In
June, MOFCOM gave only a conditional approval to the merger of
two Russian potash producers in a decision that made clear that
MOFCOM would evaluate the effect of the merger on national eco-
nomic development.169

There have been no reports of MOFCOM not approving, or giving
conditional approval to, mergers between Chinese companies. The
State-Owned Assets Supervision and Administration Commission
(SASAC) has encouraged the consolidation of state-owned enter-
prises (SOEs) in China (a process some industrial policies mandate,
such as that for automobiles). For example, SASAC is consolidating
China’s two largest train manufacturers so that they do not com-
pete with each other, especially in international markets.170
SASAC is also consolidating the crucial rare earth industry so that
there will be three companies with 80 percent of the rare earth
market in southern China.l’! Furthermore, the NDRC has formu-
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lated a plan to adjust nine major industries in China to improve
their efficiency.172

Food Safety

During the 2011 reporting year, food safety problems persisted in
China, with incidents ranging from exploding watermelons to toxic
bean sprouts “soaked in banned additives” and poisonous pepper in
Chongqing hotpots.173 To address reporting of these incidents, the
Ministry of Health (MOH) will create a media platform to provide
public notifications of food safety issues.l7’4 In addition, however,
MOH also said they will “blacklist” reporters who “mislead the
public,” according to a Chinese media report.17”5 The Chinese gov-
ernment has continued to develop its food safety system, as estab-
lished under the 2009 PRC Food Safety Law, and the 12th Five-
Year Plan on National Economic and Social Development devotes
a section to food and drug safety, including the need for a tracing
system, risk monitoring, and supervision.17¢ In September 2010,
the MOH passed the National Food Safety Standards, which took
effect in December,177 and in November, six government depart-
ments issued measures on disclosure of food safety information.178
The central government is investing in improvements to local-level
food inspection.17® The State Council issued a comprehensive docu-
ment on food safety work for 2011, which addresses cracking down
on illegal behavior, improving supervision of food safety, and
strengthening education.'8® In June, MOH banned the use of
bisphenol-A (BPA) in infants’ milk bottles.181
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